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 An employee stock option is defined as a call option on the common stock of the 

company, issued to an employee as a supplement, or alternative to cash compensation. This is 

particularly common with executive officers, or other managers of corporations. Employee 

options differ in many respects from the standardized options that are available for sale on the 

open market. Typically the exercise price of the option is non-standardized, and usually 

corresponds to the company's stock price at the time of issuance. Other differences include 

limited transferability and the implementation of a vesting schedule for the options. Once the 

price of the stock is at a desired level and other criteria are met, the employee can exercise the 

option and claim the requisite number of shares. While there can be downside if the stock price 

declines, the upside can be tremendous. This provides a great deal of opportunity for the 

employee to realize financial gain and is theoretically an excellent solution to the age-old 

principal-agent dilemma.  

 The rationale for implementing employee stock options was to properly align the 

employee's goals with the financial performance of the company. In the purest form, the 

employee is acting as the agent for the company's best interests. It is natural for the manager to 

act as a profit seeking individual and pursue opportunities that provide personal benefit. If the 

manager's opportunity for financial gain is actually tied to that of the company, the principal-

agent dilemma is mitigated to a degree.  Additional controls have also been added to the options 

in order to further incentivize long-term commitment and contribution from the employee. These 

measures include vesting and limiting transferability of the stock options. In limiting the 

employees’ ability to sell the options and slowly become vested in the option plan, the company 

keeps the employees attention focused on the long term, rather than methods to quickly raise 

stock price to the determent of long-term health. In addition, the use of stock options becomes an 



excellent motivating tool when cash compensation is capped or not viable. The market can also 

lead to an attractive environment for employee stock options, particularly in high-growth 

potential settings, such as the 1990s.  

 The use of employee stock options as executive compensation significantly increased 

during the 1990s.  The two principal features in this increasing trend were the Omnibus Budget 

Reconciliation Act of 1993 (Omnibus) and the overall business landscape during the dot-com 

boom.  Both set the stage for an explosion in stock option grants and their subsequent abuses
1
. 

 Two key parts of the Omnibus pushed companies towards issuing more stock options to 

top executives: an increase in the marginal tax rate and the cut-off on compensation 

deductibility
2
.  Omnibus increased the maximum marginal tax rate from 28% to 39.6%.  This 

increase, naturally, was something that employees wanted to avoid at all costs and companies 

began to look for ways to compensate executives in a more tax efficient manner.  Stock options 

offered this tax break because the long-term capital gains on stock were taxed at a much lower 

level.   

 Additionally, the Omnibus put a deductibility cap of $1,000,000 on executive pay.  This 

meant that companies could not expense pay over that amount and would result in an added tax 

liability.  The exception to this rule was if the pay was in the form of a commission or was 

performance-based.  Since stock options were based on how well the company did as a result of 

the work completed by executives, they were considered performance-based.  Companies began 

to put the majority of executives’ pay in stock options. 
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 The dot-com boom of the late 90s saw a significant rise in the performance of the stock 

market.  The gains made during this period were higher than any other time in recent history.  

Technology companies, especially, were going public all the time, and those who owned their 

stock were making a lot of money.  This high upside incentivized companies to issue even more 

stock options to their employees for compensation because the gains made would not fall on the 

bottom line of company.  Additionally, many of these small tech companies held only equity and 

started the business out by paying employees solely in stock.  Everyone made money as long as 

the stock’s price increased. 

 The high short-term gains during the dot-com boom also made the idea of backdating the 

stock option grants attractive to executives.  By changing the grant dates of options by only a 

couple days, weeks, or months, employees could automatically have a significant upside without 

actually doing any work.  This, along with being illegal if stock holders were not notified, 

completely negated the idea of stock options being used as performance-based compensation. 

 The increase in use of stock options also gave rise to an increase in the fraudulent and 

illegal use of this compensation form.  As mentioned above, the desirability to backdate option 

grants was ever present during the late 90s and there is evidence to support that it was quite 

prevalent.  One study showed that from 1996-2002, 23% of stock options were backdated and 

from 1996-2005, 29.2% of companies employed some kind of stock option timing 

manipulation
3
.  Another study looked at the opportune timing of stock option grants.  From 
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1992-2002, the study found that the 90-day market-adjusted return on stocks before the option 

grant date were only 3.6%, compared to 9.4% in the following 90 days
4
.   

 Following the dot-com crash and high profile corporate scandals like that of WorldCom, 

Tyco and Enron, the federal government looked to bring more transparency to the business world 

in the form of the Sarbanes-Oxley Act of 2002 (SOX).  Among many other items, stock options 

were touched upon in the legislation.  SOX mandated that all stock option grants be reported to 

the SEC two days after the options were granted
5
.  This new rule was designed to curtail the 

practice of backdating by preventing executives form claiming that options were granted at more 

opportune times.   

 The SOX requirement should have significantly reduced the opportunity for stock option 

backdating, if companies had complied with the new regulation. However, after SOX was 

enacted in July 2002, as much as one-fifth of companies were not meeting the two-day 

requirement from September to November in 2002
6
.  Meanwhile, other issues have arisen among 

the companies’ response to backdated stock options.  Of the companies that did comply with the 

SOX requirement, many had started to use different tactics to sustain or increase executive pay.   

Some of them made special cash payments to executives to compensate for losses due to the re-

pricing.  KLA-Tencor Corp., for example, adjusted some of CEO Richard Wallance’s options to 

carry the share prices by paying him a $370k “special cash bonus”
7
.  Some companies have 

turned to spring-loading and/or bullet-dodging tactics to increase executive pay (Spring-loading 
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refers to the practice of issuing options shortly before announcing good news to investors; bullet-

dodging refers to delaying an option grant until after bad news has been reported).  These tactics 

were criticized by the public as being a form of insider trading, but the SEC disagreed, in part 

because corporate boards always have “inside information” but cannot predict how the news will 

affect the investing public
8
.  

 SOX reduced the backdating in option exercises, yet stock option backdating still existed, 

executives continued to benefit from huge pay packages while shareholders suffered from the 

downturn in the value of their stock portfolios.  According to a Business Week survey of large 

U.S. corporations, CEO pay rose from 107 times that of an average worker in 1990 to a peak of 

525 in 2000 and declined to 364 times the average worker in 2006. 
9
  This situation continued 

until the recent economic crisis.   

 The financial meltdown wiped out trillions of dollars of shareholder value.  The U.S. 

government had to bail out financial banks and companies from taxpayer money. The debate 

over executive pay has fundamentally changed from a shareholders' issue to a taxpayers' issue. 

Shareholders, tax payers and the state are not happy to see that the executives of failed 

companies have received, or continue to receive huge compensation packages and bonuses.  In 

response to the recent economic downturn, there is renewed momentum coming from 

government, shareholders and business groups to reform the rules relating to executive pay.  

 The House Emergency Economic Stabilization Act of 2008 proposed changes in 

executive compensation and corporate governance. There are three different programs under the 
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Act, and each program contains somewhat different executive compensation standards.   When 

the Treasury buys assets at auction, an institution that has sold more than $300 million in assets 

is subject to additional taxes, including a 20% excise tax on golden parachute payments triggered 

by events other than retirement, and tax deduction limits for compensation limits above 

$500,000.
10

  

 Efforts to institute internal reforms are growing within firms.  Many companies adopted 

Claw-back provisions as company policies.  This policy would allow a company to re-capture 

incentive payments that were made based on misleading financial information. Regardless, these 

new avenues are useful tools to control executive compensation and it is clear that government, 

regulators, and shareholders will continue to push government authorities to recoup executive 

compensation payouts.   

 The use of stock options as executive compensation ballooned during the 1990s as a way 

to get the biggest bang for your buck, given the new tax revisions and the dot-com bubble.  

Given that a stock option would need to be in-the-money for it to be worthwhile as performance 

based compensation and the SEC rule that the grant price must be the market price at grant date, 

uncertainty arises from the valuation of the stock option.  The uncertainty is due to the narrowly 

focused performance of the stock within the compensation period.  As we know, stock prices do 

not necessary reflect the true performance of top management, and even choosing the right 

exercise price may not have the intended effect.  Companies have widely practiced backdating as 

a way to transform a lackluster deal into a blockbuster deal when pressured by the compensating 

parties.  Overall, backdating raises concerns regarding a company's corporate governance, tax 

practices, financial reporting, and auditing ability.  
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Option backdating practices can have a two-pronged effect on an organization.
11

 First, the 

ineffective corporate governance and internal controls that create the incentive and opportunity 

for option backdating violate Generally Accepted Accounting Principles (GAAP), SEC filing 

requirements, and Internal Revenue Service (IRS) rules.  Backdating ESO grants may benefit 

executives by securing a low stock price by essentially using "stockholder money to buy high 

and sell even lower than their filings had previously disclosed."  Clearly, this is violates the 

moral basis of every rule mentioned above. 

Second, subsequent probes by authorities can cause a disruption in an implicated 

company's operations, including costly internal or external federal investigations the departure of 

key executives or corporate officers, and financial reporting problems caused by late filings, 

internal control deficiencies, and restatements.  Thus, option backdating practices are detrimental 

to a company's operations, governance, internal controls, and financial reports. 

In retrospect, SOX rules have reduced the stock option backdating, but the practice still 

exists.  Executives continued to benefit from huge pay packages while shareholders suffered 

from the downturn and the subsequent loss of value of their stock portfolios.  The board of 

directors, therefore, must be failing to adhere to the corporate governance that they are obligated 

to enforce.  This is what the latest Dodd-Frank Act seeks to address, in addition to toughening 

compensation restrictions.  As a listing requirement for public companies, the Dodd-Frank Act 

requires that compensation committee members must be independent.
12

  Further, independent 

management accountants can assist organizations by properly addressing the detrimental 
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practices and minimizing their effects on corporate governance, internal controls, tax 

implications, and financial reporting.  The following is a list of recommendations that 

management accountants and compensation committee members should be focusing on when 

designing an executive compensation package:  

1. Executive compensation must be high enough to attract high-caliber individuals and to reward 

them for their responsibilities, but not so high as to potentially impair their objectivity, judgment 

and independence. 

  

2. Executive compensation must be set in a transparent and objective way, with clear 

benchmarks that reflect the most plausible talent markets. 

  

3. A significant proportion of executive compensation must be 'locked in' for the long term (5-10 

years). 

  

4. Executive compensation must not be based upon the attainment of short-term objectives or 

goals, but rather based on the long-term success of the organization, while not encouraging 

excessive risk taking. 


